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The Application-of-Fund Statement
By August L. Knollmuller
In the application-of-fund statement attention is focused upon
the so-called working capital, also known as circulating or revolv
ing capital because of its continual rotation, in distinction from
fixed capital. The word “fund” refers specifically to working
or current funds in contrast to other funds. Through this
statement an accounting of the change that has occurred in the
working capital of a business or institution during a given period
is rendered. It shows the sources from which funds have come
and also what disposition has been made of available funds.
Perhaps, the technical nature of the statement is more readily
recognized when a comparative balance-sheet is arranged in two
distinct divisions, viz.:
(a) Current fund or working capital section;
(b) Non-current or permanent fund section.
It will then be seen that the net variation in the current division
(increase or decrease in working capital) is equal to the sum of all
changes in the non-current section. The application-of-fund
statement is based upon this equation. In the current section
is the “effect”; in the non-current sphere are the “causes.”
One of the main sources of incoming funds is profit arising
from operations (cause) and retained in the form of current assets
(effect). A bond issue also will result in an increase of working
capital unless the new bonds are to refund old ones or to pay for
fixed assets bought. Conversely, a dividend declared on capital
stock and the acquisition of investments or equipment cause a
reduction in working funds. These examples clearly demonstrate
the interplay between the current and non-current sections.
Thus, decreases in assets and increases in liabilities or net worth
in the non-current section suggest the sources of funds received.
On the other hand, increases in assets as well as decreases on the
liability side of the non-current balance-sheet imply an absorption
of working capital.
In the application-of-fund statement the equation then takes
the following form:
Excess of funds received over funds disbursed
equals increase in working capital; or
101
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Excess of funds disbursed over funds received
equals decrease in working capital.
The increases and decreases in the non-current category, how
ever, may not in themselves reveal the transactions that have had
a bearing upon the working capital. They merely furnish clues to
them. Only after an analysis of the accounts in question will
these changes lend themselves to an interpretation as to their
influence upon the working capital.
Investigation must reveal such transactions as have involved
either an inflow or an outgo of current funds. These may be
considered under two captions:
(a) Business operations reflected in the profit-and-loss
account; and
(b) Transactions not entering into the profit-and-loss state
ment, indicated by changes in accounts other than
surplus.
After the accounts have been analyzed, it will not be difficult
to note the transactions falling in the second category. Funds
may have been provided through an issue of capital stock or
bonds, a sale of securities held as investment or disposition of real
estate, equipment, etc. It should be borne in mind that any gain
or loss resulting from capital assets sold or discarded must be
eliminated from the profit or loss figure intended for the application-of-fund statement; the working capital is affected only as to
the amount actually received while any gain or loss is given effect
to in the non-current balance-sheet both as to debit and credit.
As stated before, disbursements of funds might comprise dividend
payments, redemption of stock or bond issues and additions to
investments or fixed assets.
The profit or loss carried to surplus account may call for adjust
ments before it will indicate the net amount of funds received or
disbursed, as the case may be, due to ordinary business operations.
Items that do not constitute an income of current funds or require
an outlay of such funds, and thus do not affect the working
capital, are to be removed. Provision for depreciation, gain or
loss on disposition of capital assets and amortization of bond
discount (unless the deferred portion is—wrongly—included
among current assets) are typical instances. In all these cases
it is apparent that the changes take place outside the current
section of the balance-sheet, e. g., earned surplus is reduced ulti
mately by a debit and reserve for depreciation is increased by a
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credit. Where there is a bad debt reserve and the receivables
are stated net, the provision set up out of profits, of course, entails
a reduction of working funds, whereas write-offs against the re
serve constitute an offset within the current section and need
not be regarded at all for our purpose.
The subject thus far treated in a seemingly abstract fashion will
now be cast into the mould of a concrete case problem. An
excellent medium for illustration has been found in a problem
given in a recent Illinois C. P. A. examination. To save space,
the text is omitted here; it is necessary only to disclose such data
as can not be gathered from the face of the statement to follow:
(1) The company sold various stocks and bonds from its
portfolio for $19,000, realizing a profit of $5,320.
(2) Upon the death of one of its officers the company received
$50,000 on a life-insurance policy carried on the books at
$18,238.47, the cash surrender value.
(3) Fixed assets costing $125,260.50, on which a depreciation
reserve of $72,666.15 had been accumulated, were dis
posed of for the sum of $20,000.
(4) During the year a stock dividend of $65,000 was declared
out of surplus and bonus stock of $15,000 distributed to
certain employees as additional compensation.

Explanation

of

Adjustments

Adjustment (A); Cross reference (1)
A sale of investments affects the working capital inasmuch as
proceeds consist of current assets. In the case at hand the
amount received for the securities sold was $19,000, of which
the cost, $13,680, had been credited to investment account while
the gain of $5,320 had found its way into profit and loss. To be
sure, the arithmetical value of this equation would not be dis
turbed if funds derived from this sale were stated at $13,680, the
recovered cost, with the gain of $5,320 included in the funds shown
as resulting from profits. But such treatment would not present
a true picture of the situation. The adjusting entry makes the
transaction stand by itself and permits the total receipts to be set
out in the “funds received” column while the gain is eliminated
from profit and loss because it is included in the $19,000.
Adjustment (B); Cross reference (2)
This case is analogous to the one above and the adjustment is
made for the same reason.
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Adjustments (C, D, and E); Cross reference (4)
The increase in machinery, etc., of $137,651.19 is a net figure
and needs an investigation. An analysis of the account brought
to light the information supplied in a previous paragraph, which
may be put into the form of a composite journal entry thus:
Cash or receivables..............................................
Reserve for depreciation.....................................
Surplus (loss from sale of capital assets)............
Machinery, etc...................................................

Dr.
$20,000.00 (E)
72,666.15 (C)
32,594.35 (D)

Cr.

$125,260.50

For the purpose of statement the original entry is now reversed
in adjustments C, D, and E, on the following grounds:
(a) To reinstate the amount of fixed assets taken out of the
books in order to determine the funds disbursed for
additions to fixed assets, viz.: $137,651.19 plus $125,260.50, or together $262,911.69.
(b) To display the actual receipts of $20,000—shown as an
adjusting credit to machinery (this decrease in the ac
count implies an increase in working capital) and carried
to “funds received.”
(c) To restore to depreciation reserve the amount of $72,666.15
charged to it upon disposition of the assets. The differ
ence between this restored credit and the net decrease in
the reserve before adjustment, $48,404.55, represents
depreciation set aside for the year under consideration.
It should be noted that the closing out of the accumulated
reserve on the assets sold had no direct influence upon
the working capital, both debit (to reserve) and credit
(to machinery) appearing in the non-current section.
(d) To eliminate the loss on the equipment sold from the profitand-loss account because it did not affect the working
capital as has been pointed out before. The debit was
made to profit and loss (surplus on the balance-sheet)
and the credit to machinery, both accounts standing in
the non-current section.
Adjustment (F); Cross reference (5)
The bond discount amortized during the period, $4,930, did not
involve a decrease in working funds. (It would, were unamortized
discount included among current assets.) Again, the debit, as
well as the credit, is outside the working capital. The adjustment
cancels the original entry.
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Adjustment (G); Cross reference (7)
Similarly, the entry for current depreciation is reversed. No
outlay of current funds was required by this provision, and the
entry setting up depreciation for the period did not affect any of
the accounts in the current division.
Adjustment (H); Cross reference (8)
The increase of $80,000 in capital stock represents shares issued
for a stock dividend and for bonus stock of $65,000 and $15,000,
respectively. Thus the issue did not produce any current funds.
Once more, the book entries made are confined to the non-current
section. Note that the adjustment credits back to profit-and-loss
account the bonus stock which though an expense did not draw
upon the working capital.
Adjustment (I)
This is merely a return of an appropriation to surplus.
Adjustment (K); Cross reference (9)
The net profit for the year formerly transferred to surplus is
now thrown back into the profit-and-loss column. This column
has already received adjustments for all elements in the profitand-loss account that did not affect the working capital. The
balancing figure (cross reference 10) is then brought into “funds
received.”
General Comments

As will be seen, the space for adjustments on the working sheet
(non-current section) is so arranged as to segregate transactions
into those within and those without the profit-and-loss account.
The purpose of the adjustments is to eliminate all factors not
relating to the current section; most adjustments are mere
reversals of entries previously recorded on the books. The
adjusted increases and decreases, together with the balancing
figure in the profit-and-loss column, then make up what goes into
the application-of-fund statement.
Attention is called to the reference figures by which the various
items may be traced from the working sheet to the statement.
Current Section (Working Capital)

1928

Current Assets:
Cash..................................................
Receivables (net)............................

1929

Increase
Decrease

$ 52,441.18 $ 40,020.55 $ 12,420.63
189,245.20 180,671.32
8,573.88
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Inventories.......................................
Prepaid expenses.............................

$536,782.43
5,221.85

$473,488.17 $ 63,294.26
12,673.34
7,451.49

Total.............................................

$783,690.66

$706,853.38 $ 76,837.28

Current liabilities:
Accounts payable............................ $ 48,382.96 $ 79,845.58 $ 31,462.62
Accrued taxes..................................
4,815.00
6,238.99
1,423.99
Total.............................................

$ 53,197.96 $ 86,084.57 $ 32,886.61

Net working capital...........................

$730,492.70 $620,768.81 $109,723.89

Application of Funds Statement

Funds received:
Net profit........................................................
$ 8,983.38(9)
Eliminate items not affecting working capital
(a) Add: losses and charges not requiring
an outlay of working funds:
Loss on sale of equipment....................... $32,594.35 (4)
Depreciation provided for.....................
24,261.60 (7)
Bond discount amortized.......................
4,930.00 (5)
Bonus stock.............................................
15,000.00 (8) 76,785.95

$ 85,769.33
(b) Deduct: Profits and credits (included in
receipts below):
Profit on investments sold..................... $ 5,320.00 (1)
Proceeds from insurance policy in excess
31,761.53 (2)
of surrender value...........................

37,081.53

Net funds derived from business opera
tions ..................................................... ......................................................$
Other receipts:
Life insurance collected.................................
Investments sold............................................
Equipment sold..............................................
Total funds received..................................
Funds disbursed:
Purchase of fixed assets:
Land.........................................................
Building, machinery, etc........................... $262,911.69
Less: purchase money obligation......... 45,000.00

48,687.80(10)

50,000.00 (2)
19,000.00(1)
20,000.00(4)

$137,687.80

$ 22,000.00(3)

217,911.69 (4)

7,500.00(6)

Mortgage redeemed.......................................

Total funds disbursed................................
Excess of funds disbursed over funds received
—Decreasing working capital.......................
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247,411.69

$109,723.89

32,150.00

Unamortized bond discount .

Decrease

27,220.00

482,153.35

72,000.00

$

Dr.

E 20,000.00

B 31,761.53
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Excess of funds dis
bursed over funds re 
ceived or decrease in
working capital .........

Adjusted profits affecting
working capital .........

Excess of credits over debits
equalling working capital. $ 730,492.70 $ 620,768.81 $109,723.89

....

45,000.00
7,500.00
48,404.55 G 24,261.60 C 72,666.15
80,000.00 H 80,000.00
10,000.00 I 10,000.00
66,016.62 K 8,983.38 H 65,000.00
-------------------------------------------------------- I 10,000.00
Total credits ...................... $1,283,023.33 $1,296,102.16 $ 13,078.83

Credits:
Purchase money obligation. $
$ 45,000.00 $
6 ½ % bonds ...........................
268,500.00
261,000.00
Reserve for depreciation
126,749.31
78,344.76
Capital ...................................
650,000.00
730,000.00
Sinking fund reserve .............
100,000.00
110,000.00
Earnedsurplus ......................
137,774.02
71,757.40

Dr.

$

Funds

(2)

(1)

22,000.00(31

Funds
applied

48,687.80

$247,411.69 $247,411.69

109,723.89

(10

(9)

8,983.38
K

(7)
(8)

45,000.00 (4)
7,500.00(6)

(5)

20,000.00 262,911.69 (4)

50,000.00

$ 19,000.00 $

received

G 24,261.60
H 15,000.00

F 4,930.00

D 32,594.35

85,769.33 $85,769.33

48,687.80

B 31,761.53

$

Cr.

Profit and loss

Adjustments

$ A 5,320.00 $ A 5,320.00

Cr.

Balance sheet

C 72,666.15
137,651.19 D 32,594.35
E 20,000.00
4,930.00 F 4,930.00

18,238.47
22,000.00

93,960.00 $ 13,680.00

1929

Total debits ....................... $ 552,530.63 $ 675,333.35 $122,802.72

344,502.16

Buildings, machinery,etc....

Debits:
Investment in securities . . . . $ 107,640.00 $
Cash surrender value of life
insurance ........................
18,238.47
Land .......................................
50,000.00

1928

Increase

N on-C urrent S ection
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